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Forecast Summary
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Chart2

Background Factors in the Staff Forecast

Financial environment
o Federal funds rate remains at current level this year and then moves up
moderately in 1998.

¢ long-term rates begin to firm later this year reflecting inflation concerns, and
rise a bit further next year as the System tightens.

¢ Stock prices climb further in the next few months; but disappointing profits,
coupled with higher interest rates, lead to an appreciable correction next
year.

Fiscal policy

» The deficit widens slightly.

¢ Revenue growth slows in FY98, while outlays increase at about the pace of
recent years.

¢ The macroeconomic consequences should be negligible.

Federal Fiscal Indicators

1995 1996 1997 1998
Unified deficit ($billions, fiscal year) 163.9 107.2 59.1 B4.7
Fiscal impetus (calendar year)* -4 -1 -2 -1

* Percent of GDP; negative values indicate restraint.
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Forecast Summary: External Sector
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Exchange Rates and Interest Rates

The Dollar and Real Interest Rates
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Foreign Qutlook and U.S. Exports

Real GDP*
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U.S. Imports

Prices of U.S. Imports
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1989 1992

Consumer Sentiment

Michigan SRC survey
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Price-Earnings Ratio - S&P 500
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Chart 9
Business Investment

BFI Forecast

(Percent change, Q4 to Q4)
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Chart 10

Real Net Capital Stock
Percent change
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The Supply Side

Supply-side Components of Potential GDP

"" N (Average annual growth rate) , -
Long—term trends Projection
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1. Potential GDP 4.1 3.3 2.7 1.9
2 Labor input 1.2 2.0 1.6 1.0
3.  Labor productivity 1 3.0 1.1 1.1 9
4 Technical factors 2 -1 2 0 0

1. Nonfarm business sector.

2. Technical factors include: the ratio of GDP to the output of the nonfarm business sector; the ratio of nonfarm business

employment to household employment; and rounding error.
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The Labor Market
Unemployment Rate Conference Board Survey
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Product Markets and Price Inflation

Non-oil Import Prices
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Chart 14
The Effects of Faster Productivity Growth

Nonfinancial Corporate Productivity

Chained $92/hr, ratio scale
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The Supply-side Effects

The Demand-side Effects

1981
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Initially, business profitability increases.
Price inflation is reduced.

Real wages rise more quickly through a combination of lower price
inflation and some pickup in nominal wage inflation.

Investment demand strengthens as firms expand capital spending to
exploit enhanced profit opportunities.

Consumer spending accelerates as households respond to higher
permanent income.
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Chart 15

Alternative Scenarios with Faster Productivity Growth

(0.5 percentage point per year faster productivity growth;
deviations from baseline)
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Chart 16

ECONOMIC PROJECTIONS FOR 1997 -

FOMC

Central A
Range Tendency Staff

Percent change, Q4 to Q4————

Nominal GDP 5t06 5to 55 5.4
previous estimate 414 to 5, 4510 4%, 486
Real GDP 3to 31/ 310 3, 34
previous estimate 2t021/» 2102V, 23
GDP Price Index 210 2%/ 2to 21, 22
CPI 210 2%/, 217, to 21/, 22
previous estimate 2341031/ 23,103 26

Average level, Q4, percent

Unemployment rate 43/4105 43,105 47
previous estimate 814 to 51/ 5, t051/5 5.1

ECONOMIC PROJECTIONS FOR 1998

FOMC

Central
Range Tendency Staff

Percent change, Q4 to Q4—m—

Nominal GDP 41/, 10 5%/4 41,165 4.3
Real GDP 13,103 2 to 2%/, 2.1
GDP Price index 21/4 t0 23/4 21/5t0 23, 2.5
CP! 215 t0 3 215103 2.8

Average level, Q4, percent

Unemployment rate 41/, t0 51/4 43/, to 5 4.6

NOTE: Central tendencies constructed by dropping top and bottom three from distribution, and
rounding to nearest quarter percent.





